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For IMMEDIATE Release Friday, March 14, 1941
S E C U R l T I E S AND EXCHANGE
Washington

COMMISSION

SECURITIES ACT OF 1933
Release No. 2498
SECURITIES EXCHANGE ACT OF 1934
Release. No. 2820
ACCOUNTING SERIES
Release No. 22
The Securities and Exchange Commission today made public an opinion
in its Accounting Series Releases regarding the independence of certifying,
accountants who have been indemnified, by the company whose statements are
certified, against all losses, claims and damages arising out of such certification other than as a result of their willful misstatements or omissions.
The opinion, prepared by William W. Werntz, Chief Accountant, follows:
"Inquiry has been made as to whether an accountant who certifies
financial statements included in a registration statement or annual - report filed with
the Commission under the Securities Act of 1933 or the Securities
Exchange Act of 1934 may be considered to be independent if he has
entered into an indemnity agreement with the registrant. In the
particular illustration cited, the Board of Directors of the registrant formally approved the filing of a registration statement with
the Commission and agreed to indemnify and save harmless each and
every accountant who certified any part of such statement, 'from any
and all losses, claims, damages or liabilities arising out of such
act or acts to which they or any of them may become subject" under the
Securities Act of 1933, as amended, or at common law, other than for
their willful misstatements or
omissions.'
"The Securities Act of 1933 requires statements to be certified
by independent accountants and the Securities Exchange Act of 1934
gives the Commission power to require that the certifying accountants
be independent. The requirement of independence is incorporated in
the several forms promulgated by the Commission and is partially defined in Rule 2-01 (b) of Regulation S-X which reads: 'The Commission
will not recognize any certified public accountant or public accountant
as' independent who is not in fact independent. An accountant will not
be considered independent with respect to any person in whom he has
any substantial interest, direct or indirect, or with whom he is, or
was during the period of report, connected as a promoter, underwriter,
voting trustee, director, officer or
employee.'
"This concept of independence has also been interpreted in Accounting Series Release No.2 1/ and in several stop-order opinions.
1/

Accounting Release. No. 2 reads in part:
"...the Commission has taken the
be deemed to be independent if he is,
review, an officer or director of the
in the registrant that is significant
his own personal fortune.

position that an accountant can not
or has been during the period under
registrant or if he holds an interest
with respect to its total capital or

"In a recent case involving a firm of public accountants, one member
of which owned stock in a corporation contemplating registration,.
(Cont'd)
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In the Matter of Cornucopia Sold Mines, 1 S.E.C. 364 (1936), the
Commission held that the certification of a balance sheet prepared
by an employee of the certifying accountants, who was also serving
as the unsalaried but principal financial and accounting officer of
the registrant, and who was a shareholder of the registrant, was not
a certification by an independent accountant. In the Matter of Rickard
Ramore Gold Mines, Ltd., 2 S.E.C. 377 (1937), an accountant was held
to be not independent by reason of the fact that he was an employee or
partner of another accountant who owned a large block of stock issued
to him by the registrant for services in connection with its organization, In the Matter of American Terminals and Transit
Company, 1 S.E.C.
701 (1936), conscious falsification of the facts by the certifying accountant was held to rebut the presumption of independence arising from
an absence of direct interest or employment. .In the Matter of
Metropolitan Personal Loan Company, 2 S.E.C. 803 (1937), it was held that accountants who completely subordinate their judgment to the desires of
their client are not independent, In the Matter of A. Hollander &
Son, Inc.,
Securities Exchange Act of 1934, Release No. 2777 (1941)
the Commission held that an accountant could not be considered independent when the combined holdings of himself, one of his partners, and
their wives in the stock of the registrant had a substantial aggregate
market value and constituted over a period of four years from 1-1/2%
to 9% of the combined personal fortunes of these persons. It was
also held to be evidence of lack of independence, with respect to the
registrant, that the accountant had made loans to, and received loans
from, the registrant's officers and directors. In the same case, the
evidence showed that registrant's president, over a period of years,
had used the accountant's name as a false caption for an account on the
books of an affiliate not audited by such accountant and that upon
learning of these facts the accountant protested and procured a letter
of indemnification in connection with such use. It was held that this
continued use of the accountant's name, after his protest, and the
overriding attitude apparently assumed by the registrant's president
in this matter, constituted additional evidence of lack of independence.
"I think the purpose of requiring the certifying accountant to be
independent is clear. Independence tends to assure the objective and
impartial consideration which is needed for the fair solution of the
complex and often controversial matters that arise in the ordinary
course of audit work. On the other hand, bias due to the presence of
an entangling affiliation or interest, inconsistent with proper professlonal relations of accountant and client, may cause loss of objectivity
and impartiality and tends to cast doubt upon the reliability and fairness of the accountant's opinion and of the financial statements them.selves. Lack of independence, moreover, may be established otherwise
than solely by proof of misstatements and omissions in the financial
1/

(Cont'd) the Commission refused to hold that the firm could be considered
independent for the purpose of certifying" the financial statements of
such corporation and based its refusal upon the fact that the value of
such holdings was substantial and constituted more than one per cent of
the partner's personal fortune."
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As was said in a recent opinion of the Commission: 2/

"'We cannot, however, accept the theory advanced by counsel
for the interveners that lack of independence is established only
by the actual coloring or falsification of the financial statements or actual fraud or deceit. To adopt such an interpretation
would be to ignore the fact that one of the purposes of requiring
a certificate by an independent public accountant is to remove
the possibility of impalpable and unprovable biases which an accountant may unconsiciously acquire because of h i s intimate nonprofessional contacts with his client. The requirement for certification by an independent public accountant is not so much a
guarantee against conscious falsification or intentional deception
as it is a measure to insure complete objectivity, It is in part
to protect the accounting profession from the implication that
slight carelessness or the choice of a debatable accounting procedure is the result of bias or lack of independence that this
Commission has in its prior decisions adopted objective standards.
Viewing our requirements in this light, any inferences of a
personal nature that may be directed against specific members of
the accounting profession depend on the facts of a particular
case and do not flow from the undifferentiated application of
uniform objective standards.'
"While Rule 2-01 (b) quoted above designates certain relationships
that will be considered to negative independence, it is clear from the
opinions cited that other situations and relationships may also so impair
the objectivity and impartiality of an accountant as to prevent him from
being considered independent for the purpose of certifying statements
required to be filed by a particular registrant.
"In the particular case cited the accountant was indemnified and
held harmless from all losses and liabilities* arising out of his certification, other than those flowing from his own willful misstatements
or omissions. When an accountant and his client, directly or through
an affiliate, have entered into an agreement of indemnity which seeks to
assure to the accountant immunity from liability for his own negligent
acts, whether of omission or commission, it is my opinion that one of
the major stimuli to objective and unbiased consideration of the problems
encountered in a particular engagement is removed or greatly weakened.3/
2/ In the Matter
3/

of A. Hollander

& Son,

Inc.,

supra.

It may be noted that Section 152 of the English Companies Act (1929)
makes comparable indemnity agreements void;
"152. Subject as hereinafter provided, any provision, whether contained in the article of a company or in any contract with a company or
otherwise, for exempting any director, manager or officer of the company,
or any, person (whether an officer of the company or not) employed by the
company as auditor from, or indemnifying him against, any liability which
by virtue of any rule of law would otherwise attach to him in respect of
any negligence, default, breach of duty or breach of trust of which he
may be guilty in relation to the company shall be void."
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Such condition must frequently induce a departure from the standards
of objectivity and impartiality which the concept of Independence
implies. In such difficult matters, for example, as the determination of the scope of audit necessary, existence of such an agreement
may easily lead to the use of less extensive or thorough procedures
than would otherwise be followed. In other cases it may result in
a failure to appraise with professional acumen the, information disclosed by the examination. Consequently, on the basis of the fact's
set forth in your inquiry, it is my opinion that the accountant cannot
be recognized as independent for the purpose of certifying the financial statements of the corporation."

